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FIELD HEARING
THE SECTION 203(K) HOUSING PROGRAM

MONDAY, SEPTEMBER 10, 2001

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
New York, NY

The subcommittee met, pursuant to call, at 10:00 a.m., at the
Adam Clayton Powell Office Building, 163 West 125th Street, New
York, NY, Hon. Sue W. Kelly, [chairwoman of the subcommittee],
presiding.

Preisent: Chairwoman Kelly; Representatives Grucci, Rangel, and
Israel.

Chairwoman KELLY. Good morning. This hearing of the House
Financial Services Subcommittee on Oversight and Investigations
will come to order. I want to thank all the Members of Congress
who are present today. Without objection, all Members will partici-
pate fully in the hearing, their statements and questions will be
made part of the official hearing record. Specifically, I want to
thank my friend and House colleague Charlie Rangel for his assist-
ance in planning this hearing and for securing this room for our
use.

I also want to take a moment to express my gratitude to Sec-
retary Martinez for making the resolution of the problems in the
Section 203(k) program one of his highest priorities.

I would like to inform Members and witnesses that it is my in-
tention to limit statements and questions to 5 minutes each. We
have plenty of time to hear all viewpoints, but we need to maintain
the decorum that is required of all Congressional hearings. So
please, please, do not applaud or comment loudly for a particular
witness.

The Section 203(k) program was intended to strengthen commu-
nities and improve available housing. Unfortunately, fraud per-
petrated under this program has had a devastating impact on fami-
lies and neighborhoods in New York.

The focus of this hearing will be to find out why this was allowed
to happen and how to prevent it from ever happening again. The
question that remains unanswered, and which I hope we can an-
swer during this hearing is, where were senior HUD officials when
all this fraud was taking place? According to reports issued as
early as July, 1996, the HUD Inspector General and the General
Accounting Office found that fraud in the Section 203(k) program
was harming individual homeowners, renters and communities and
placing taxpayer dollars at risk.
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In July of 1996, and again in February of 1997, the HUD Inspec-
tor General’s office said, and I quote: “The Section 203(k) program
is highly vulnerable to waste, fraud and abuse by investors and
non-profit borrowers.” Four months later, in June of 1997, then-
Secretary Cuomo instituted his 20-20 Management Reform Plan, a
plan which raised red flags with Federal investigators concerned
with HUD’s oversight ability.

Four months after that, in September, 1997, the HUD Inspector
General issued its Semi-annual Report to Congress expressing con-
cern over the fast pace with which then-Secretary Cuomo’s reforms
were being implemented. Secretary Cuomo’s plans, Federal inves-
tigators said, put in jeopardy HUD’s ability to effectively oversee
its own programs, and indeed, starting in late 1997 and into 1998,
HUD’s single family program was at its most vulnerable point, ac-
cording to Federal investigators.

In 1999, after this scam had become full blown, the GAO said
HUD officials still had done little to address the problems identi-
fied by its Inspector General and others. The warnings were there.
Time after time, Federal investigators warned of abuse. Here they
are, all of these reports warned of problems in the Section 203(k)
program and yet they were ignored. Where was HUD?

Then-Secretary Cuomo knew this problem existed, yet allowed it
to balloon into a $130 million defrauding of the American taxpayer.
Because of this scam, dozens of coconspirators, crooked investors,
phony non-profits, willing appraisers and greedy attorneys have al-
ready been arrested and there is more to come.

These felons falsely inflated the prices of these properties, lied to
obtain HUD insured loans they needed to buy and rehabilitate the
properties, pocketed the money, defaulted on the loans and every
single one of us who pays taxes is now stuck with this bill. Again,
Whlere?were senior HUD officials when taxpayer dollars were being
stolen?

A large part of Secretary Cuomo’s plan involved shifting re-
sources, a full 10 percent of the staff resources went to his Commu-
nity Builders Program, a program which served no oversight func-
tion whatsoever, but rather a public relations function. In fact, the
HUD Inspector General testifying before a Senate panel last year,
said that the majority of Community Builders said they spent more
than half their time on public relations activities.

The Inspector General continues: “HUD redirected a significant
amount of resources to outreach and customer relations activities
at a time when additional resources were needed for operational
activities.”

Now, hundreds of New York families are at risk, risk of losing
their homes. Other families have been deprived of an opportunity
to purchase a home and renters have had to live in buildings that
are falling apart. Where was HUD while residents of this commu-
nity were being preyed upon and denied quality housing? Hundreds
of millions of dollars in federally-insured loans have been lost while
criminals lined their pockets with taxpayer money.

How could this frenzy of corruption have been missed by Sec-
retary Cuomo and senior HUD official management in light of re-
peated warnings by Federal investigators? Last year, the HUD In-
spector General’s Office testified before the Senate that, quote: “the
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large number of staff devoted to public relations took away staff re-
sources from important oversight functions.”

Sadly, this program is a casualty of Secretary Cuomo’s obsession
with spin and public relations, rather than sound public policy.

In closing, let me cite one last Inspector General’s report that ad-
dresses this issue. A 1999 HUD Inspector General’s report stated
that Secretary Cuomo’s reform efforts had, and I quote: “a crim-
inalizing effect on many of HUD’s ongoing operations.”

Clearly, the Section 203(k) program was one of the programs
hardest hit by a disturbing pattern of mismanagement and neglect
over the past several years at HUD.

I look forward to the testimony from these witnesses today, and
I turn now to my colleague, Congressman Charlie Rangel for his
opening statement. Congressman Rangel.

[The prepared statement of Hon. Sue W. Kelly can be found on
page 42 in the appendix.]

Mr. RANGEL. Thank you so much, Madam Chairwoman. On Au-
gust the 28th, I received an invitation from you inviting me to par-
ticipate in this hearing and to request my support in making cer-
tain that it took place and, of course, even before that I indicated
my willingness to do this.

It is my understanding at that time, and it remains my intent,
not only to see what went wrong, but to see what went wrong for
the purpose of seeing that it does not reoccur, and also to make cer-
tain that my community and those communities that have been ad-
versely affected as a result of the fraudulent and criminal behavior
of certain people, most of whom I hope are arrested by now, that
they are made harmless.

That’s why I'm a little surprised that for over a dozen times you
mentioned the name of the former Secretary of HUD, whom I'm
certain you're aware of, is a candidate for the Governorship of the
State of New York.

Nowhere in your letter do you mention, Mrs. Secretary, and I see
a lot of emphasis that’s been made on the C, and I assume that
means political appointees of the Secretary of HUD. I want to as-
sure you that my community sincerely wants to help you, the wit-
nesses, but more importantly, that those people would like to see
a revitalization of our community with the support of HUD, and I
don’t intend to get involved in allowing my political observation of
this Administration to interfere with this hearing as relates to
making my community whole, and I'm prepared to accept the fact
that your concerns about the previous Administration was the only
reason why you saw fit to mention the name of the former Sec-
retary a dozen times and I thank you for not mentioning the Presi-
dent, who was Bill Clinton, who is not a candidate for public office.

Whatever the purpose, I'm prepared to admit that Andrew
Cuomo’s name was mentioned so often this morning only for the
purposes of identification and for those of you who may not have
known that the Secretary was Secretary Andrew Cuomo, a can-
didate for Governor of the State of New York.

Having said that, I do want to thank the witnesses who have
been heard, who have come here, the public servants who have no
political axe to grind, that we rely on, no matter who is elected, to
make certain we will correct the wrongs and move forward, and
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who I'm confident that at the end of the day you’ll have some won-
derful suggestions.

As Tip O’Neill—you’ll pardon the expression, once said, “all poli-
tics is local.” I'd like to pay tribute to my City Councilman Bill Per-
kins, who was merely responding to an eviction notice by one of his
constituents, but, because he just didn’t accept the fact that their
furniture and worldly belongings were placed on the street, because
he didn’t accept the fact that the landlord was an unknown cor-
poration, because he didn’t accept the fact that he found out that
similar people were situated that were not in his Councilmanic Dis-
trict, and because he did take it to the New York County District
Attorney’s office for further investigation, I just want to publicly
thank him for bringing this to our Government’s attention.

I think to a large extent that’s the reason why we held this hear-
ing.

[Applause.]

Chairwoman KELLY. I cautioned this audience before. This is a
regular Congressional hearing and we will have to have no com-
ment and no sound, please, from the audience during this hearing.
We have witnesses here and we are on a time-line. We need to hear
our Wétnesses. I'm sorry, Congressman Rangel, that you were inter-
rupted.

Mr. RANGEL. Well, thank you, and I'm anxious to hear from the
witnesses and I'd like to hear what positives come out of the hear-
ing this morning.

Chairwoman KEeLLY. Thank you. I think Congressman Rangel
touched on an important point. This hearing is about people in the
State of New York having a decent place to live and the loss of tax-
payer money, and whenever anyone charges this is politics, they're
trying to avoid the facts. The fact is that they are doing a great
disservice to the people in New York who have been hurt by the
ignoring of this program.

Incidentally, this did happen on President Clinton’s watch, but
he was not at HUD. Secretary Cuomo was at HUD.

Mr. RANGEL. Let me take this opportunity to thank our current
President George Bush for straightening out the problem and
bringing it to a positive conclusion.

Chairwoman KELLY. We're going to get it concluded today.

Turning right now to a Congressman who has joined us, Con-
gressman Felix Grucci. Congressman Grucci, do you have an open-
ing statement?

Mr. Gruccl. Yes, I do. Thank you for hosting this hearing, Con-
gressman Rangel. It is great to be in your District and great to be
amongst you all today. Some of you may be wondering why a Con-
gressman from the First Congressional District, which is Eastern
Long Island, is attending this meeting. The answer is easily identi-
fied in the fact that the fraud in this system isn’t unique in this
particular area, it seems to have been running rampant and seems
to have been out of control.

In my area there is a faith-based organization that has been vic-
timized by unscrupulous commercial bankers, a home mortgage
banking corporation to take on 132 homes, a small faith-based or-
ganization, spreading everywhere from my District out on the east
end of Long Island into Queens and possibly as far north and west
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as where we are sitting here today. The system is broken and it
needs to be overhauled and it needs to be fixed, because the pur-
pose here is to insure that the quality of life continues to improve
for the American citizen, and so that everyone has the opportunity
to achieve the dream of homeownership and decent living condi-
tions and a place they can raise their family in comfort and know-
ing that the house they live in isn’t about to fall apart or they're
about to be evicted or the program that they’re in is not really
doing the job it’s supposed to do. This Oversight Subcommittee and
this hearing today hopefully will get at the root of this problem,
will fix it and will continue to be able to provide the American
dream to so many people, where that American dream may be out-
side of their reach without programs like this.

So I thank you, Chairwoman, for putting this hearing together;
Congressman Rangel, thank you for hosting this in your District
today, and I look forward to the testimony from the witnesses, and
I think it might get a little hot before the day is over with.

Chairwoman KELLY. Thank you very much, Mr. Grucci.

If there are no more opening statements, we are going to begin
with our first panel. The first panel will focus on the action, or lack
of action, by past HUD management during the 1997-2000 time pe-
riod with respect to the Section 203(k) scandal. For our first panel,
we're grateful that the Honorable John C. Weicher, Assistant Sec-
retary and Federal Housing Commissioner could join us today. As-
sistant Secretary Weicher has the responsibility for running the
Section 203(k) program at HUD. He has devoted his career to hous-
ing and urban issues and has served at HUD in three previous Ad-
ministrations.

Next to him, we have Mr. Stanley Czerwinski, the Director for
Physical Infrastructure Issues at the General Accounting Office,
which is the official and nonpartisan investigative arm of the Con-
gress. Mr. Czerwinski is the GAO expert on housing issues. After
that, we will hear from Mr. Robert C. Groves, the Assistant Inspec-
tor General for Investigation from the HUD Office of Inspector
General, which is the office that audits HUD programs and con-
ducts criminal investigations. As the top cop for the Inspector Gen-
eral, Mr. Groves has led the investigation’s fraud program.

You are all aware that this subcommittee is holding an investiga-
tive hearing. When doing so, the Chair may decide to take testi-
mony under oath. Do any of you have any objection to testifying
under oath?

PANEL. No objection.

Chairwoman KELLY. Then I advise you under the rules of the
House and the rules of the Committee, you are entitled to be ad-
vised by counsel. Do any of you desire to be advised by counsel dur-
ing your testimony?

PANEL. No.

Chairwoman KELLY. In that case, please rise and raise your
hands, I'll swear you in.

[Witnesses sworn.]

Chairwoman KELLY. Thank you very much. Each of you is now
under oath, and without objection, the written statements will be
made part of the record. You will each now be recognized for a 5-
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minute summary of your testimony and let us begin with Assistant
Secretary Weicher.

STATEMENT OF HON. JOHN C. WEICHER, ASSISTANT SEC-
RETARY FOR HOUSING/FEDERAL HOUSING COMMISSIONER,
HUD

Mr. WEICHER. Thank you, Chairwoman Kelly and thank you for
holding this important hearing. I'm honored to be here today on be-
half of Secretary Martinez to describe present efforts to address the
problems in HUD’s Section 203(k) program here in New York,
problems that were caused by fraud and abuse during 1998 and
1999.

With me this morning are Sean Cassidy, General Deputy Assist-
ant Secretary for Housing; Mary Ann Wilson, the Secretary’s rep-
resentative in our New York office; Frederick Douglas, Deputy As-
sistant Secretary for Single Family Housing; Joseph McCloskey,
Director of the Office of Single Family Asset Management and
Ingram Lloyd, Director of our Philadelphia Home Ownership Cen-
ter. All of these HUD staff members have worked long and hard
on these problems.

We are here to discuss a major abuse of a HUD program. The
Department has engaged in an intense effort to understand how
the program abuse occurred, how to deal with it and how to pre-
vent it in the future, here and elsewhere. I will discuss each of
those subjects this morning and just summarize my testimony.

In the Section 203(k) program, the FHA insures mortgages that
finance both the purchase of the home and repair of the property
after purchase. The lender is required to approve drawdowns from
a repair escrow and ensure the adequacy of the repairs themselves.
Over the last 7 years, FHA has insured about 80,000 of these mort-
gages.

The Section 203(k) program is a single family home mortgage
program, but it is possible to obtain FHA insurance with properties
for up to four units and for larger properties being converted to no
more than four units. Most of the New York properties are in these
last two categories, and that is unusual. Nationally, 80 percent of
the Section 203(k) loans are one-family houses.

The Section 203(k) program is inherently more risky than FHA’s
standard home mortgage insurance because of the repair compo-
nent. FHA has a 14 percent default rate on Section 203(k) loans,
compared to 2 percent on our basic Section 203(b) home mortgage
insurance program.

Briefly, here is what happened in New York: During 1998 and
1999, FHA insured mortgages on 720 properties in and around the
city that were sold to non-profit organizations. Of these, 545 are lo-
cated in Brooklyn or Harlem and another 85 are in Queens or the
Bronx. Under Section 203(k), the nonprofits made a commitment to
rehabilitate the properties and resell them, but in fact, the actual
transaction was conducted by companies with ties to loan officers,
investors who were barred from the program. Escrowed monies to
be used for rehab were then funneled to developers who actually
did little or no work. Kickbacks were paid to the various parties
involved in the fraud. Lenders failed to perform their legal duties
to ensure the repairs were completed and escrow funds were han-
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dled in an irresponsible manner. Some were in collusion with in-
vestors.

These loans are the subject of ongoing investigation by the De-
partment of Justice, by local authorities and by HUD’s own Office
of the Inspector General. I understand that 33 individuals have
been indicted to date. We are supporting these investigations and
we have also proceeded with administrative actions as well. We
have taken action against 113 organizations and individuals, and
we have levied civil money penalties of over $1 million. I have list-
ed these in my full statement and they take up over a page.

We expect to pay more than $130 million for insurance claims on
these properties. That does not include the cost of property reha-
bilitation. Our initial estimate for the rehab is $80 million. Most
important, several hundred households are living in appalling con-
ditions and the buildings are a blight on the neighborhoods.

Last week, I came here with Mr. Cassidy, Ms. Wilson, and Mr.
Lloyd. We looked at 42 of these properties, here in Harlem, within
a few blocks of this building, and also in Brooklyn in Bedford
Stuyvesant and Bushwick. The property of one of the witnesses in
the second panel, Ms. Browne, was one of the properties we looked
at. We saw vacant lots, burned-out buildings, buildings with miss-
ing staircases, and buildings with broken windows. Many were
boarded up, and about half were occupied. Nearly all need signifi-
cant rehab work before they can provide decent housing.

Upon his appointment, Secretary Martinez created a HUD team
to address this fraud. On May 11, the Secretary announced a pre-
liminary plan with several components: To protect all current legal
residents and offer them affordable leases; to bring the property up
to minimum property standards, free of health and safety prob-
lems, and supplied with adequate heating, plumbing, electricity,
and other basic utilities; to pay the cost of rehabbing the prop-
erties; to bear the cost of any temporary relocation made necessary
by the rehab work; and to allow for disposition of the properties to
both for-profit and non-profit purchasers.

The Secretary also invited the city’s Department of Housing
Preservation and Development—HPD—to assist in developing a
more detailed solution, and in response, HPD has offered to assume
a primary role in overseeing the rehab and disposition of the prop-
erties. HPD will draw on its extensive experience in rehabbing
similar properties in New York, in many cases, properties on the
same block. The Department welcomes this proposal. It is now
under active consideration by program staff and the Office of Gen-
eral Counsel, and I want to thank Commissioner Jerilyn Perine
from HPD for her strong commitment to solving the problems with
which we are all now confronted. When we looked at these prop-
erties earlier last week, Commissioner Perine joined us, and we
had a very useful discussion.

In the interim, the Department is employing two property man-
agement firms to maintain these properties and make sure the
residents have basic utilities. We are hampered by the fact that
HUD currently owns only 156 of the properties. Another 460 are
in default, but the sponsors remain the legal owners, even though
they are now excluded from doing new business with HUD. The
owners are not being very cooperative as we head into the fall and
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winter, so the Department has instructed the mortgage companies
that currently service these loans to reestablish utilities if the utili-
ties are cut off in these buildings, and HUD will reimburse the
servicers for this expense, something we normally do.

In addition, the Department is carefully analyzing the Section
203(k) program activity around the country. Our best evidence is
that the fraud here is unique. In the period since this scam started,
the cumulative claim rate on Section 203(k) claim loans to non-
profits is 14 percent in New York City compared to 5 percent for
the rest of the country.

The program has now been changed in several important ways
to forestall this type of fraud elsewhere. In my statement, I have
listed several actions that HUD took last year. This year, Secretary
Martinez has instructed us to rigorously review program operations
and the program control structure. One proposed regulation is cur-
rently finishing the 15-day Congressional review period. We are
prepared to develop further regulations as necessary. We will also
work with the city, with community groups, with non-profit and
for-profit entities and the unfortunate residents of these properties.
The Secretary’s first concern is to see that the people living in the
properties are decently housed and do not suffer from fraud that
occurred around them.

Finally, we will continue to hold lenders and other participants
accountable for fraud and failure to comply with the requirements
of the program. Thank you, Chairwoman Kelly. I will be glad to an-
swer questions.

[The prepared statement of Hon. John C. Weicher can be found
on page 45 in the appendix.]

Chairwoman KELLY. Thank you, Mr. Weicher.

We now turn to Mr. Czerwinski.

STATEMENT OF STANLEY J. CZERWINSKI, DIRECTOR, PHYS-
ICAL INFRASTRUCTURE ISSUES, GENERAL ACCOUNTING OF-
FICE

Mr. CzERWINSKI. Madam Chairwoman, Congressmen, we’re
happy to testify today on the Section 203(k) program, but my objec-
tive today is to provide you with a road map of things we think the
agency can do to help improve the program. Before I start I'd like
to introduce the two people who did most of the work. Paul
Schmidt, who is our Assistant Director for all single family hous-
ing, and next to him is Rick Smith, our lead investigator for the
Section 203(k) review.

Chairwoman KELLY. We welcome them.

Mr. CzerwinsKI. I'd like to start by saying that Section 203(k)
is a worthwhile program. Used correctly—and that’s the key word,
correctly—Section 203(k) can rehabilitate properties, can revitalize
neighborhoods and provide homeownership opportunities where
you otherwise would not have them, but as Mr. Weicher noted, Sec-
tion 203(k) is inherently complicated and risky. This is due to fea-
tures both unique to Section 203(k), as well as all of FHA. With
Section 203(k), the unique feature is, again, as Mr. Weicher noted,
that you’re combining the financing for the purchase and the reha-
bilitation into a single mortgage. However, Section 203(k) is built
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on also a structure that has basic risk and that is FHA insures 100
percent of all the mortgages.

Today, with that backdrop, what I'd like to do is briefly describe
Section 203(k). Walk you through some things that we think are
particular points within that area and give suggestions to how to
fix it.

Section 203(k) was established in 1978, but it really didn’t be-
come significant in size until 1994, and again, as Mr. Weicher
noted, what we’re talking about is a single mortgage that covers
both the purchase and rehabilitation of properties with a 100 per-
cent Federal guarantee. Because of the 100 percent Federal guar-
antee, it’s important to hold accountable all the players involved,
and in the case of Section 203(k), because it is more complicated,
you have more players to hold accountable. In the case of FHA, the
two major players to hold accountable are the lenders who under-
write the loans and the appraisers who turn in the values.

We've done reviews of FHA in general and lenders, appraisers
and found significant problems; lenders making loans to unquali-
fied borrowers, appraisers valuing properties far above their level.
The fix to this is three-fold. You need to approve only lenders who
will do a good job, even if you have a tight approval process. Con-
stant monitoring has to take place, again, because the liability is
on the Federal Government, not the lenders or the appraisers. Fi-
nally, when you do find inaccuracies, it’s important to take action,
enforcement action against them.

As I mentioned, Section 203(k) becomes particularly troublesome,
because the lender is financing not only the purchase, but the
promise to rehab and the appraiser is not just appraising the value
of the property as is, but some estimate of what it’s going to be like
when its fixed.

So our recommendation to HUD is they need to pay close atten-
tion in approving, monitoring and enforcing the actions of lenders
and appraisers and they need to pay special attention to this in the
Section 203(k) program, and this is the litany you will hear from
us; approving, monitoring, enforcing.

In addition, there are two other pain points within Section 203(k)
and we found these to be very problematic in the past. The first
is participation of consultants, the second is the participation of
non-profits. Consultants are there because the program is com-
plicated. They’re there ostensibly to help the borrower, help the
borrower plan, help the borrower oversee the property rehabilita-
tion. They can also approve the drawdown of payments when work
is complete. As the picture on your right shows, that’s not always
the case.

This is a property that our team visited in Chicago. In this prop-
erty, the borrower received $60,000 to fix up that property. That’s
a picture of a fixed up property. The consultant approved all
drawdowns of the $60,000, and that borrower was left with things
like exposed wiring, unframed doorways, unfinished plastering,
gaping holes in walls and ceilings. She was faced with that as a
single person to pay for on her own, because the consultant said
that work was complete. That is the problem.

Another area of problems, and we talked a little bit about this,
is the participation of non-profits. Non-profits typically get involved
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in Section 203(k), fix up properties, revitalize the neighborhood,
provide homeownership opportunities and affordable rental housing
where there would be none. But the problem is non-profits typically
nationwide have caused twice as many claims as the next nearest
group of borrowers. This typically arises for a couple of reasons.
One, the non-profit may lack experience, they get in over their
heads or, two, and this is what you see in Harlem, they’ve been co-
opted by lenders, contractors, consultants, speculators.

To improve the performance of both consultants and non-profits,
we have recommended that HUD strengthen the criteria for admit-
tance into the program be recertified periodically, periodically re-
view the performance to make sure they’re performing in a way
that’s acceptable. HUD has begun acting on the recommendations
to be put in place. However, it’s just beginning, and because of the
inherent risk involved in Section 203(k), no matter how much we
put in place, it’s going to require stringent oversight and vigilance
if we’re going to see this program work.

That concludes my statement. I'll be happy to answer any ques-
tions you have.

[The prepared statement of Stanley J. Czerwinski can be found
on page 52 in the appendix.]

Chairwoman KELLY. Thank you very much, Mr. Czerwinski.

Now we turn to you, Mr. Groves.

STATEMENT OF ROBERT C. GROVES, ASSISTANT INSPECTOR
GENERAL FOR INVESTIGATION, HUD OFFICE OF INSPECTOR
GENERAL

Mr. GrROVES. Thank you, Chairwoman Kelly, other subcommittee
Members. With me today I have Ruth Mitsma, she’s the Special
Agent in Charge of Auditing in the New York/New Jersey District,
and Stan McCloud is the Audit Director of the Finance Committee.

I appreciate the opportunity to appear today to discuss our inves-
tigation of the Section 203(k) frauds in Harlem. I have submitted
my written testimony for the record and I'd like to focus on the few
key points of that testimony. The Section 203(k) program allows a
borrower or a not-for-profit organization to get a mortgage to cover
the current price of the property in need of repair, as well as the
estimated cost to rehabilitate it. Investors are not permitted to par-
ticipate in the program. HUD must assure that the total costs are
reasonable for the market area.

The program generally requires the rehabilitation portion of the
loan to be escrowed by the lender and drawn down as the work is
completed over a 6-month rehab period. HUD approved direct en-
dorsement lenders generally to perform this task for FHA during
the underwriting process. Obviously, such loans present a greater
riskkto HUD because of the inherent uncertainties of rehabilitation
work.

When the Section 203(k) frauds in Harlem occurred, HUD’s over-
sight was extremely limited, and HUD employees were extremely
and severely distracted. HUD was undergoing a major reorganiza-
tion under former Secretary Cuomo’s 20-20 reform plan, where the
push quickly downsized HUD. About 1,000 mostly senior level staff
took the buyout at the end of 1997. Those leaving with buyouts
were primarily housing program employees. Additionally, many po-
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sitions in the department were being abolished as employees were
being forced to apply for new positions in the new HUD. The focus
of many employees at this time was survival, finding a job outside
of HUD or a position within the reorganized department.

By early 1998, HUD'’s single family staff had been cut almost in
half, and all of the remaining positions were moved to a consoli-
dated homeownership center in Philadelphia.

Against this backdrop, the Section 203(k) program was growing.
Our investigations found numerous abuses of the Section 203(k)
program. Hundreds of properties were affected by this scandal. Mil-
lions of dollars in FHA loans are virtually worthless and neighbor-
hoods remain blighted. Among the abuses we found, ineligible in-
vestors used not-for-profit organizations as fronts to buy properties
at inflated values. Appraisal companies used unrealistic properties
as comparables in determining realistic property values and lender
employees helped to falsify the credit worthiness of certain not-for-
profit buyers and then helped in altering the rehabilitation work
sheets so that FHA loans could be insured.

Please direct your attention to the chart that illustrates just one
fraud enterprise involving 270 loans originated by officers and em-
ployees of Mortgage Lending of America. This involved collusion of
lender employees, multiple investors, real estate attorneys, lenders
and 13 separate not-for-profit organizations. Of the 270 originated
%oans, 267 are in default with a potential loss to HUD of $77.8 mil-
ion.

My written testimony, for the record, indicates the magnitude of
the losses and the nature of the fraud conspiracies, but today I'd
like to give an illustration of what happened in the cases of just
two Harlem properties.

The first property is 157 East 121st Street. This picture was
taken in the fall of 1998. An investor purchased that abandoned
building on December 18th for $60,000. Five days later, title to this
property was transferred to a not-for-profit for $225,000 on a HUD-
secured FHA 203(k) mortgage of $355,700. At that time, the
$225,000 in loan proceeds were divided among the conspirators.
The remaining $130,700 was escrowed to pay rehabilitation costs.
This property went into default in less than one year.

The next picture was taken 2 weeks ago. Since it appears that
no rehabilitation work was performed on this property, HUD’s in-
surance loss will be substantial.

The second property I'm going to talk about is 316 West 113th
Street. This picture was taken in the summer of 1998. An investor
purchased this lot with foundation on July 1, 1998 for $35,000. Six
days later, title to this property was transferred to a not-for-profit
for $160,000 on a secured FHA 203(k) mortgage of $327,400. At
that time, $160,000 in loan proceeds were divided among the con-
spirators. The remaining $167,400 was escrowed, to pay rehabilita-
tion costs. This property quickly went into default.

The next picture was taken 2 weeks ago. Since it appears that
no rehabilitation work was performed at all on this property,
HUD’s insurance loss will be substantial, and, by the way, Mort-
gage Lending of America is out of business, and any hopes of recov-
ering any of the escrowed funds either on these properties is doubt-
ful.
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There seems to be a feeding frenzy of the various criminal groups
that profit from the vulnerabilities of the Section 203(k) program.
Often members of the enterprise replicated the frauds with new
conspirators. Often members of the enterprise, not only HUD, but
poor neighborhoods targeted for improvement were victimized.

There are hundreds of properties in the New York area like the
two I've shown you. Our office is working very closely with the
United States Attorney’s Office, the Manhattan District Attorney’s
office and others to investigate, indict and convict those parties
that were involved in these schemes to defraud HUD. In this inves-
tigation I have described to you there have been 33 arrests and 19
of those individuals have entered guilty pleas. Until everything is
settled, taxpayers will lose tens of millions of dollars.

In this instance, the American people were committed to invest-
ing hundreds of millions in poor neighborhoods to make them de-
cent, good places to live. In Harlem, religious not-for-profit and
other not-for-profit organizations working in 